ST 99-0333-G L 11/08/ 1999 GRAPH C ARTS MACHI NERY AND EQUI PMENT

P. A.-941 anmended the definition of graphic arts machinery and eq
mean “.printing, including ink jet printing, by one or nore of the
described in Goups 323110 through 323110..Goups 511110 through

ui pnment to
processes
511199..and

G oup 512230..0f the North American Industry Cassification System.. (This

isadl).

Novenmber 8, 1999

Dear M. XXXXX:

This letter is in response to your l|letter dated March 1, 1999.
of your letter and the information you have provided require that we re
a General Information Letter, which is designed to provide general in

The nature
spond with
formati on,

is not a statenent of Department policy and is not binding on the Departnent.

See 2 IlII. Adm Code 1200.120(b) and (c), encl osed.

In your letter, you have stated and nmade inquiry as follows:

COVMPANY hereinafter referred to as Lessee is investigating the Sales
and Use Tax treatnent of a lease transaction involving tangible

personal property that will have a taxable situs in your state.

We hereby request a ruling to clarify the application of your state
sales and use tax law with respect to the transaction and equi pnent

use descri bed bel ow.

Transacti on Background:

The equipnment in question, Inmage Mgic Picture Mker (a digital
i magi ng system) was originally purchased by the Lessor for subsequent

| ease or rental. The Lessee entered into a 'True Lease' agreenent
with the Lessor. Title to the property will remain with the Lessor,
the owner of the property for federal 1incone tax purposes. The

equi pnent lease is for 60 nonths under a master |ease agreenent.
Under the |ease provisions, the Lessee will remain responsible during
the lease period for insurance, nmaintenance, risk of |oss and pay
either directly or reinbursable to Lessor all taxes related to the
property except taxes based on net inconme of Lessor. At the end of
the 60 nonths, the Lessee has the option (1) return the equipnent to

Lessor, (2) purchase the equipment for its fair market value or

(3)

renew the lease for an additional term at the fair nmarket rental

val ue.

Equi prent, Features and Use:

The I mage Maker Picture Maker (the Unit) will be installed on site in
our retail store |ocations. The Unit is neant to be custoner
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friendly. A "wal k up' custoner may require store assistance in the
operation of the machine. After the custonmer finishes making all
their prints, they would take them to the Caneral/Photo Departnent
counter to purchase.

Computer hardware and software drive the Digital Inmaging Picture
Maker, the custonmers can custom ze by grouping features together
offering which we believe to be a value-added change. The machi ne
produces or makes a digitized inmage print from the original photo
wi thout a negative. Transfers images from old, worn photos to an
Enhancenment Station for photo restoration via wite-to-diskette
feature, the original print is returned inmediately to the consuner.

Picture Maker features reduce 'Red-eye'; create Border designs; bigger
pictures fromwallet size to 8x12; Zoom and Crop; capture digitally on

Disk all fromexisting pictures (no negatives needed). Custoners nake
reprints, enlargenents, photo gifts and high-resolution digital files
and i mages. Touch Screen Mnitor requires mnimal intervention at
point of sale. Automatically converts odd-size originals into
standard print size in seconds. Add photographic quality creative
border designs. Incorporates transfer capability (T-shirts, Migs,
etc.). Displays images in three suggested frame sales screens.
Networks to a ‘'printerless' Enhancenent Station to enhance
productivity by sharing a printer. Maxim zes full job overlap that

al l ows simultaneous inmage mani pul ation and printing. Provi ded option
prints two different 5x7 inmages at one tinme. Again, the custoner can
group features together in selectable nodes, allowing a choice of the
array of services.

The Image Maker CopyPrint Station System includes Digital Mnitor,
Digital Processor with built-in CD-ROM and floppy disk drive, Digita
Print Scanner and Digital Printer. System enhanced copyri ght
protection, which detects Special Paper to help avoid copyright
i nfringenments.

The Lessee's primary business is operation of retail drug stores, but
we believe that a sales/use tax exenption may qualify based on the
type and/or process wuse of the equipnment under Manufacturing,
Industrial Processing or Printing statutes or other provisions
existing in your state | aws.

W respectfully request your review of the facts presented and
situation described above. Also we would appreciated you furnishing
us authority for your response (statute, regul ati on, rulings,
opi nions, etc.). We certainly appreciate your assistance in this
matter. If you have any questions or need any additional information
pl ease call ne at ####.
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Illinois taxes the retail sale and use of tangible personal property under
two separate but related statutes. The Retailers’ COccupation Tax Act inposes a
tax on Illinois retailers neasured by a percentage of their gross receipts from
sales for use or consunption. 35 ILCS 120/1 et seq. The Use Tax Act inposes a
tax on purchasers by taxing the use of tangible personal property purchased from
retailers. 35 ILCS 105/1 et seq.

LEASES

In Illinois, lessors of tangible personal property under a true |ease,
except for autompbiles |leased for terns of one year or less, are considered to be
the end users of the property to be |eased. See the enclosed copies of 86 I11.
Adm Code Sections 130.220 and 130.2010. As the end users of tangi ble personal
property located in Illinois, lessors incur Use Tax on the |essors’ cost price of
the property. Since |lessors are considered the end users of the property and
have paid the Use Tax, no Retailers’ Cccupation Tax is inmposed upon the rental
receipts and the lessees incur no Use Tax liability for the rental charges. In
Illinois, a true |lease generally has no buy out provision at the close of the
|l ease. If a buy out provision does exist, it nust be a fair market value buy out
option in order to maintain the character of the true | ease.

The alternative to a true lease is a conditional sale. In Illinois, a
conditional sale is wusually characterized by a nomnal purchase option at the
close of the lease term This type of transaction is considered a conditional
sale at the outset of the transaction making all receipts subject to Retailers’
Occupation Tax. See Section 130.2010. In this situation, |essors/retailers my
give Certificates of Resale to their suppliers for tangible personal property
transferred subject to a conditional sales agreenent. The |essors/retailers owe
Retail ers’ Cccupation Tax on any installnment paynments when they are received by
the lessors/retailers. The | essees/purchasers owe corresponding Use Tax on the
amount of the installnment paynents that are collected by the | essors/retailers.

As stated above, |essees do not incur any tax liability in a true |ease

si tuati on. However, it is not unusual for true |eases to contain contractual
provisions stating that the |lessees will reinburse the lessors for their tax
cost s. However, this is not a matter of Illinois tax law but of private

agreenent between | essors and | essees.

PRODUCTS OF PHOTOPROCESSI NG

Pl ease find enclosed a copy of 86 Ill. Adm Code 130.2000 concerni ng Persons
Engaged in the Printing, Gaphic Arts or Related GCccupations, and Their
Suppl i ers. Phot ographers, film makers, and other servicenmen are subject to
Retail ers’ Cccupation Tax on the photoprocessing conponent of their total service
charge when they sell products of photoprocessing. Such products of
phot oprocessing include prints, photographic reproductions, and mcrofilm In

transactions in which products of photoprocessing are sold in conjunction wth
other services, if a charge for the photoprocessing conponent is not separately
stated, tax is inposed on 50% of the entire selling price unless the sale is nade
by a professional photographer, in which case tax shall be inposed on 10% of the
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entire selling price. Please note that the sale of digital imging and printing
is not a sale of products of photoprocessing. Pl ease refer, rather to the
follow ng discussion of Service Cccupation Tax for the tax treatnment of this type
of service.

SERVI CE OCCUPATI ON TAX

Under the Service Occupation Tax Act, servicenen are taxed on tangible
personal property transferred incident to sales of service. For your genera
information we are enclosing a copy of 86 Ill. Adm Code 140.101 regarding sal es
of service and Service Cccupation Tax.

The purchase of tangible personal property that is transferred to service
custoners may result in either Service Cccupation Tax liability or Use Tax
liability for the servicenmen, depending upon which tax base the servicenen choose
to calculate their liability. Servicenmen may calculate their tax base in one of
four ways: (1) separately stated selling price; (2) 50% of the entire bill; (3)
Service CQCccupation Tax on cost price if they are registered de mnims
servicenen; or, (4) Use Tax on cost price if the servicenen are de mninms and
are not otherwise required to be registered under the Retailers’ COccupation Tax
Act .

Using the first method, servicenmen may separately state the selling price of
each itemtransferred as a result of sales of service. The tax is based on the
separately stated selling price of the tangi ble personal property transferred.

Under a second nethod, if servicemen do not wish to separately state the
selling price of the tangible personal property transferred, those servicenen
must use 50% of the entire bill to their service custoners as the tax base. Both
of the above stated nethods provide that in no event may the tax base be |ess
than the cost price of the tangi ble personal property transferred. Under these
met hods, servicenen may provide their suppliers with Certificates of Resale when
purchasing the tangible personal property to be transferred as a part of the
sal es of service.

The third way servicenen may account for their tax liability only applies to
de mnims servicenen who have either chosen to be registered or are required to
be regi stered because they incur Retailers’ Cccupation Tax liability with respect
to a portion of their business. Servicenmen may qualify as de mnims if they
determ ne that their annual aggregate cost price of tangible personal property
transferred incident to sales of service is less than 35% of their annual gross
receipts from service transactions (75% in the case of pharmacists and persons
engaged in graphic arts production). See, 86 Ill. Adm Code 140.101(f) encl osed.
This class of registered de mnims servicenen is authorized to pay Service
Cccupation Tax (which includes |ocal taxes) based upon the cost price of tangible
personal property transferred incident to sales of service. They remt the tax
to the Departnent by filing returns and do not pay tax to suppliers. They
provide suppliers with Certificates of Resale for the property transferred to
servi ce custoners.
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The final method of determining tax liability may be used by de mnims
servicenen that are not otherwise required to be registered under the Retailers
Occupation Tax Act. Servicenmen may qualify as de mnims if they determ ne that
their annual aggregate cost price of tangible personal property transferred
incident to sales of service is less than 35% of their annual gross receipts from
service transactions (75% in the case of pharnmacists and persons engaged in
graphic arts production). Such de mnims servicenen may pay Use Tax to their
suppliers or may self-assess and remt Use Tax to the Department when making
purchases from unregistered out-of-State suppliers. Those servicenen are not
aut horized to collect “tax” fromtheir service custoners, nor are they liable for
Servi ce Cccupation Tax.

MANUFACTURI NG MACHI NERY AND EQUI PMENT

Machi nery and equi pnent that are used primarily (over 50% of the tinme) in
the manufacturing or assenbling of tangible personal property for whol esale or
retail sale or |lease are exenpt from Retailers’ Cccupation Tax. See the encl osed
copy of 86 Ill. Adm Code 130.330. The manufacturing process is the production
of any article of tangible personal property, whether such article is a finished
product or an article for use in the process of manufacturing or assenbling a
different article of tangible personal property, by procedures comonly regarded
as manufacturing, processing, fabricating, or refining that changes sone existing
material or materials into a material with a different form use, or nane. These
changes nust result from the process in question and be substantial and
significant. The manufacturing machi nery and equi pnent exenption also extends to
repair and replacenent parts as long as the parts are incorporated into machinery
and equipnent that are exenpt wunder the regulation. Supplies, such as
consumabl es, do not qualify for the exenption. See subsection 130.330(c)(3).

Manuf acturing includes photoprocessing if the products of photoprocessing
are sold. However, as noted above, the sale of digital imaging and printing is
not a sale of products of
phot opr ocessi ng. Digital imaging and printing is not comonly regarded as
manuf act uri ng.

GRAPHI C ARTS EQUI PMENT

For your information, we have enclosed a copy of 86 Ill. Adm Code 130. 325,
which are the Departnment’s regulations for the Gaphic Arts Machinery and
Equi prent Exenption. The Graphic Arts Machinery and Equi prent Exenption extends
to machinery and equipnment that is used primarily in graphic arts production.
Prior to recent legislation, “graphic arts production” nmeant printing by one or
more of the common processes or graphic arts production services as those
processes and services are defined in Mjor Goup 27 of the U S Standard
Industrial dassification Manual. GCenerally digital inmaging and printing systens
did not qualify for the exenption unless used in the production of manifold
busi ness forns or greeting cards.

However, Public Act 91-541 was signed into law on August 13, 1999. Thi s
measure anended the definition of “graphic arts production” to nean “printing,
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including ink jet printing, by one or nore of the processes described in G oups
323110 through 323122 of Subsector 323, Goups 511110 through 511199 of Subsector
511, and Goup 512230 of Subsector 512 of the North American Industry
Cl assification System published by the U S. Ofice of Managenent and Budget, 1997
edi tion. G aphic arts production does not include (I) the transfer of images
onto paper or other tangible personal property by neans of photocopying or (ii)
final printed products in electronic or audio form including the production of

software or audi o-books.” G oups 323114 and 323115 of the North American
Industry Cassification System include quick printing and digital printing
processes. Equi pmrent such as the Image Magic Picture Mker, which did not

qualify for the graphic arts exenption prior to Public Act 91-541, can qualify
for the graphic arts exenption under the new | egi sl ation.

I hope this information is helpful. The Department of Revenue maintains a
Web site, which can be accessed at ww. revenue.state.il . us. If you have further
guestions related to the Illinois sales tax |aws, please contact the Departnent's

Taxpayer Information Division at (217) 782-3336.

If you are not under audit and you wish to obtain a binding Private Letter
Rul i ng regardi ng your factual situation, please submt all of the information set
out initens 1 through 8 of the enclosed copy of Section 1200.110(b).

Very truly yours,

Martha P. Mote
Associ at e Counsel

MPM sk
Enc.



